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Three Notable Observations  
 

First, the Fed almost never tightens rates just once. Second, it has tightened policy during a supply 

shock in the past. And, finally, financial conditions are easy. 

Over the last four decades, there has only been one time when the Fed raised the funds rate once 

and then cut interest rates. In March 1997, the Fed lifted the funds rate by 25 basis points to 5.50%. When 

the Thai baht was devalued in July 1997 which marked the beginning of the Asian Financial Crisis, the 

Fed stopped raising interest rates. When the crisis worsened by the following summer, led by the Russian 

debt default, the Fed lowered interest rates that fall. Tightening resumed in May 1999. 

Assuming we are not on the cusp of another financial crisis, the Fed is on track to embark on a series of 

interest rates hikes. Ultimately how many depends on a couple of factors: When is the war in the 

Middle East going to end?  When is the inflation dividend from the supply-side capital spending 

splurge going to be paid? The answers to both are unknowable in the short term but should become 

manifest in the months ahead. In the interim, the Fed will not be dissuaded from hiking more than once. 

We are unlikely to get answers soon enough to prevent a series of interest rate hikes.  

How many?  

At least four.  According to our analysis the fewest times the Fed has hiked (excluding 1997) has been 

four. That was in late-1986 when the funds rate went up a cumulative 100bps. A removal of last year's 75 

bps in insurance easing to prevent a further weakening in the labor market no longer appears prudent 

with the underlying trend in job gains mildly improving and inflation remaining above the target. Factor in 

an additional 25bp for higher r* due to AI-related investment and productivity and that brings us one full 

percentage point higher than where we currently are on the fed funds rate.  

The fact that energy costs are rising should not dissuade the Central Bank. Official rates began to 

rise off the zero bound in late 2015 despite a dramatic spike in oil prices earlier that summer. The surge 

in prices following Russia's invasion into Ukraine similarly did not stop the Fed. If inflation today was at 

target, policymakers could justify waiting, hoping that higher prices could dent demand and essentially 

self-correct unwanted inflation. 

But the Fed has missed its price target for nearly six years, and the domestic demand appears to 

be strengthening. In fact, there is no evidence thus far that higher inflation is depressing economic 

activity. Financial conditions, as measured by the Chicago Fed, remain extremely easy meaning they are 

a tailwind to economic growth. This is not surprising with equities near record highs, credit spreads near 

record lows, and the trade-weighted dollar softening. Hence without any monetary or financial restriction 

in train, it is difficult to see how aggregate demand is going to slow relative to supply. The upshot is a 

persistence of inflation pressure. For these reasons the Fed should embark on a series of interest rate 

hikes, something I have been warning about for months when such a view was deeply out of consensus. 

Let us see if this week marks the start of said actions.  
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